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1 

Section: 162 
Shareholders Deemed to Receive Constructive Dividend Based on 
Payments to Partnership of S Corporations 

Citation: Pacific Management Group et al. v. Commissioner, TC Memo 2018-131, 
8/20/18 

The taxpayers in the case of Pacific Management Group et al. v. Commissioner, TC Memo 
2018-131, were upset that they were being taxed twice on the income of their C corporation, 
once at the corporate level and a second time if the earnings were distributed to the 
shareholders.  But the IRS and, eventually, the Tax Court found the solution they were sold was 
too good to be true. 

The Tax Court summarized the program as follows: 

Reduced to its essentials, the scheme worked as follows. The partnership extracted cash from the C 
corporations in the form of alleged “factoring fees” and “management fees.” The C corporations claimed 
deductions for these payments, wiping out substantial portions of their taxable income. 

The partnership distributed much of this cash to its five partners, each of which was an S corporation 
formed by one of the five individuals. The distributions to each S corporation were made ratably on the 
basis of the corresponding individual’s ownership interest in the C corporations. Each individual 
received from his S corporation a salary, in whatever amount he believed necessary to support his 
anticipated living expenses. The individuals reported those amounts as taxable income; the S 
corporations retained the rest of the cash and (after paying certain expenses) invested it for the 
individuals’ benefit. 

All of the stock of each S corporation was owned by an ESOP. The sole participant in (and 
beneficiary of) each ESOP was the individual who had formed the S corporation. Because the ESOPs 
were tax exempt, the distributions the S corporations received from the partnership (net of the salaries 
and benefits paid to the individuals) were purportedly exempt from current Federal income taxation. 
The desired end result, therefore, was largely to eliminate taxation of the operating profits at the C 
corporation level and defer indefinitely any taxation of those profits at the individual shareholder level, 
even though the profits had been distributed ratably for each shareholder’s benefit. 

The program had been designed by a person (Mr. Ryder) who was an attorney with a practice 
focused on employee benefit plans.  Mr. Ryder 

…agreed to design a structure that would achieve petitioners’ tax goals by creating “5 corporations, 5 
ESOPs, 2 or more Partnerships, 2 or more Management Service Agreements, and 2 or More Master 
Factoring Arrangements.” He agreed to supply an opinion letter on the purported validity of the 
structure and represent petitioners should the structure be challenged by the IRS. As compensation for 
his efforts, the Water Companies agreed to pay Mr. Ryder a $50,000 documentation fee and an 
annual fee computed as 6.33% of “the income earned by the S corporations that is not subject to 
immediate taxation.” 

The income of the C corporation was effectively drained out by a combination of the various 
management and factoring fees charged by the partnership, which then made distributions to 
the S corporations. 
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However, the Court found real problems these fees paid by the C corporation, finding that the 
alleged services were not what they claimed to be.   

The Court began by looking at the factoring purportedly undertaken by the partnership in 
which the various S corporations were partners.  The Court noted that normally an organization 
factors receivables to obtain immediate cash, improving cash flow, by receiving cash from a 
third party.  But in this case the partnership that was going to undertake the factoring began life 
with no cash.  As the opinion, discussing the report of the IRS’s factoring expert (Mr. Zadek), 
noted: 

PMG, the supposed factor, initially had no meaningful capital; the total capital contributed by its five 
partners was only $2,087. Because lack of capital prevented it from engaging in “factoring” for the first 
10 months of its existence, it did not start “factoring” until October 2000, by which time it had 
received sufficient “management fees” from the Water Companies to supply it with the requisite cash. 

In a true factoring relationship, the factor supplies working capital and liquidity to the client. Here the 
opposite was true: The client provided working capital to the factor to enable the factor to do the 
factoring. There is no factual basis whatever for petitioners’ assertion that the factoring arrangement 
“facilitated working capital.” The scheme was a circular flow of funds whereby the Water Companies 
supplied liquidity to themselves. 

The IRS’s expert also noted that the Water Companies did no due diligence to look at other 
factoring options and, in fact, ended up paying a rather steep factoring fee: 

He first noted that the Water Companies, before embracing Mr. Ryder’s proposal, did no due diligence 
to investigate the costs and benefits of factoring. They did not compare the cost of factoring to the cost of 
securing working capital via bank loans. They did no comparison shopping to ascertain whether more 
advantageous factoring terms could be obtained from an independent company. And they did not bother 
to calculate the economic cost of the arrangement Mr. Ryder proposed. 

Mr. Zadek determined that the factoring fees the Water Companies paid (4% or 5% of the receivables’ 
face value), coupled with the expected turnaround time for collection, yielded an effective annual 
percentage rate (APR) of 52%. He concluded that this rate was at the high end of (or above) the range 
of APRs that independent factors would have charged. The five principals’ insensitivity to price suggests 
that their true objective was not to obtain low-cost working capital for the Water Companies but rather 
(as Mr. Ryder proposed) to “convert a portion of their regular monthly business income into profits of a 
tax-free factoring entity.” 

The fact that the party being charged the factoring fee didn’t bother to negotiate a reasonable 
fee is strong evidence that this is only a paper transaction whose goals was not that of a 
traditional factoring arrangement.  Rather, overpaying would be an advantage only if the 
arrangement was truly a method to shift income from the C corporation to, eventually, a 
nontaxable entity (the S corporations whose stock was held by the ESOPs). 

The expert also noted that the payments being made for receivables (the justification for 
factoring to begin with) were not made immediately upon transferring the receivables in many 
cases: 

In an arm’s-length factoring arrangement, the factor typically: (1) receives an assignment of accounts 
receivable from the client, (2) verifies the genuineness of the accounts and balances shown, and (3) 
immediately pays the client a lump sum equal to the face amount of the receivables less the agreed-upon 
discount. Mr. Zadek observed that PMG’s payment practices were erratic and regularly flouted these 

http://www.currentfederaltaxdevelopments.com/
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norms. On some occasions PMG would make payment before receiving executed assignments of the 
receivables and without verifying the account balances. On other occasions PMG would not make the 
stipulated upfront payment but would instead pay for the receivables in installments, sometimes in seven 
or eight tranches spread over many months. This was contrary to standard factoring practice, which 
aims to provide the client with immediate liquidity. The trial evidence supported Mr. Zadek’s 
conclusion that the timing of the supposed “factoring” payments was largely dictated, not by the terms of 
the MFAs, but by “when there was money in the bank to do it,” as Ms. Quarry testified. 

As well, the factoring company did not take over collection of the accounts—rather, the CFO 
of the Water Companies continued to handle this detail because “the Water Companies did not 
wish their clients to know that their accounts had been ‘sold.’”  The Water Companies were 
supposed to be paid for this collection work on behalf of the factoring company, but there were 
issues there: 

But there is no evidence in the record that such reimbursements were ever made. Nor is there any 
evidence to establish how such reimbursements were supposed to have been calculated. Notwithstanding 
the “factoring” arrangement, the Water Companies remained 100% responsible for collection activity 
and bore 100% of the costs of collection. They thus derived no benefits from the “factoring” arrangement 
in this respect. 

Ultimately the Court agreed with the IRS’s expert that this was not a true factoring arrangement 
and that any economic benefit to the Water Companies was minimal.  On this issue the Court 
concluded: 

Even if the Water Companies were deemed to have derived some marginal economic benefit from the 
factoring arrangement, petitioners have not shown that the fees they paid were “ordinary and necessary” 
expenses under section 162. Assuming arguendo that factoring were regarded as customary or 
“ordinary” within their industry, petitioners have failed to prove that expending $3.5 million for this 
purpose was “appropriate and helpful” to the operation of the Water Companies’ businesses. See 
Tellier, 383 U.S. at 689; Carbine, 83 T.C. at 363. Nor have they substantiated what lesser amount 
would have satisfied this test. Petitioners have thus failed to carry their burden of proof. See 
INDOPCO, Inc., 503 U.S. at 84. 

The management fees were subjected to similar scrutiny.  As the Court began in its analysis of 
the transactions: 

In form, the Water Companies paid management fees to PMG. PMG was a paper entity, and its 
partners — the five S corporations — were likewise paper entities. Neither PMG nor the S 
corporations provided the Water Companies with actual management services of any kind. Rather, they 
were simply vehicles for supplying the personal services of the five principals, who performed for the 
Water Companies during 2002-2005 essentially the same services they had performed as direct 
employees of the Water Companies previously. In assessing the reasonableness of the “management 
fees,” therefore, the question is whether those sums represented reasonable compensation for the personal 
services rendered by five principals or instead represented (at least in part) nondeductible distributions of 
corporate profits. 

http://www.currentfederaltaxdevelopments.com/
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The Court analyzed the compensation paid using the factors outlined by the Ninth Circuit 
Court of Appeals for determining reasonable compensation paid by a C corporation, the Circuit 
that would hear any eventual appeal of this decision. 

The Court of Appeals for the Ninth Circuit, the appellate venue in these cases absent stipulation to the 
contrary, applies five factors to determine the reasonableness of compensation: (1) the employee's role in 
the company, (2) a comparison of the employee's salary with salaries paid by similar companies for 
similar services, (3) the character and condition of the company, (4) potential conflicts of interest, and 
(5) the internal consistency of the company's compensation arrangement. Elliotts, Inc. v. Commissioner, 
716 F.2d 1241, 1245-1247 (9th Cir. 1983), rev'g and remanding T.C. Memo. 1980-282. The 
Ninth Circuit also considers whether the amounts paid would be regarded as reasonable by a 
hypothetical independent investor. See Metro Leasing & Dev. Corp. v. Commissioner, 376 F.3d 
1015, 1019 (9th Cir. 2004), aff'g 119 T.C. 8 (2002); Elliotts Inc., 716 F.2d at 1247 (“If the 
bulk of the corporation's earnings are being paid out in the form of compensation, so that the corporate 
profits, after payment of the compensation, do not represent a reasonable return on the shareholder's 
equity in the corporation, then an independent shareholder would probably not approve of the 
compensation arrangement.”). 

The IRS had not disallowed the amounts taken that were equal to the regular compensation 
received by the owners, but disputed the deduction of the bonus amounts, arguing they were 
used to simply eliminate the C corporation earnings and transfer them to the S corporations 
where the earnings that weren’t taken out by the owners as their salaries for personal spending 
would be exempt from tax. 

One problem with the bonus program was that while a structured bonus program existed for 
the rank and file employees each year, the bonuses for the owners had no real structure: 

The Water Companies had a consistently applied bonus program for rank and-file employees, who 
received bonuses according to a fixed schedule when funds were available. Under Mr. Ryder’s scheme, 
however, the Water Companies had no plan of any sort for paying bonuses to the five principals. 

None of the principals who testified at trial could explain how the bonus plan worked or what 
standards were applied. Mr. Krebs testified that there was no set formula or schedule for determining 
the principals’ bonuses. There is no evidence that bonuses were paid according to any regular schedule or 
were actually designed to reflect the value of the principals’ services. And petitioners offered no evidence 
as to how the principals’ bonuses (if any) were determined for years before 2000, when Mr. Ryder’s 
scheme was put into effect. 

However, considering the various factors, including a reasonable return on investment, the Tax 
Court concluded some of the bonus was reasonable in this case, but the allowance was not 
terribly generous. 

Given the absence of any structured bonus plan for the five principals, the existence of conflicts of 
interest, and the principals’ clear intention “to disguise nondeductible corporate distributions of income 
as [deductible] salary expenditures,” Elliotts, Inc., 716 F.2d at 1246, we conclude that PACE is 
entitled to deduct bonus costs that are in the lowest quartile of similarly situated engineering firms. … 
Allowing bonuses of this magnitude leaves sufficient profits in PACE to provide shareholder returns on 
equity of 17.2%, 11.3%, and 11.4% for 2003, 2004, and 2005, respectively. The data supplied by 
Mr. Atkins suggest that these returns would be deemed adequate by a hypothetical investor in a 
company like PACE. 

http://www.currentfederaltaxdevelopments.com/
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Since the funds had left the C corporation, the Tax Court determined that the disallowed 
deductions represented constructive dividends to the shareholders.  Such constructive dividends 
exist in the following situations described by the Court: 

Dividends may be formally declared or constructive. A constructive dividend is an economic benefit 
conferred upon a shareholder by a corporation without an expectation of repayment. Truesdell, 89 T.C. 
at 1295 (citing Noble v. Commissioner, 368 F.2d 439, 443 (9th Cir. 1966), aff'g T.C. Memo. 
1965-84). “Corporate expenditures constitute constructive dividends only if (1) the expenditures do not 
give rise to a deduction on behalf of the corporation and (2) the expenditures create 'economic gain, 
benefit, or income to the owner-taxpayer.'” P.R. Farms, Inc. v. Commissioner, 820 F.2d 1084, 1088 
(9th. Cir. 1987) (quoting Meridian Wood Prods. Co. v. United States, 725 F.2d 1183, 1191 (9th 
Cir. 1984)), aff'g T.C. Memo. 1984-549. 

Corporate payments to third parties may constitute constructive dividends if they are made on behalf of 
a shareholder or for his economic benefit. United States v. Mews, 923 F.2d 67, 68 (7th Cir. 1991); 
see, e.g., Grossman v. Commissioner, 182 F.3d 275 (4th Cir. 1999) (corporate payments for family 
vacations), aff'g T.C. Memo. 1996-452; Noble, 368 F.2d at 441 (corporate payment for repairs and 
painting of shareholder's residence and for shareholder's travel expenses). The amount of the constructive 
dividend equals the fair market value of the benefit received. Challenge Mfg. Co. v. Commissioner, 37 
T.C. 650, 663 (1962); Schank v. Commissioner, T.C. Memo. 2015-235, 110 T.C.M. (CCH) 
542, 548. Whether corporate expenditures are disguised dividends presents a question of fact. DKD 
Enters. v. Commissioner, 685 F.3d 730, 735 (8th Cir. 2012), aff'g in part, rev'g in part, T.C. 
Memo. 2011-29; Schank, 110 T.C.M. (CCH) at 548. 

So even though the shareholders did not directly receive the payments from the corporation, 
they were paid for their benefit to the partnership which then routed them to S corporations 
controlled by each shareholder.  This created the constructive dividend for which no deduction 
would be allowed to the C corporation, but which would be taxable to each shareholder—thus 
triggering in full the eventual double tax the arrangement had been meant to avoid. 

This case represents a classic substance over form issue—the various structures did not stand 
up to the Court scrutiny looking for a true economic transaction aside from a method focused 
solely on reducing the taxes paid. 

Section: 170 
Charitable Contributions Generally Must Be Reduced by Any Amount 
Received as Credit Against State or Local Taxes 

Citation: REG-112176-18, 8/23/18 

The much anticipated proposed regulations to deal with the various credits that could be used 
to work around the newly imposed limitation found at IRC §164(b)(6) on deductions for state 
and local taxes have been released by the IRS (REG-112176-18).  The resulting rules are going 
to affect both the new workaround credits passed by New York, Connecticut, New Jersey and 
other states following the passage of the Tax Cuts and Jobs Act, as well as already existing 
credits in other states. 

The credits in question give taxpayers a credit for all or a very significant portion of the 
contribution made as a direct reduction in state income taxes or property taxes.  Credits of this 
type had existed for years, being especially popular as credits for making contributions to 
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organizations that provided scholarships or financial support to students attending private 
primary and secondary schools. 

Prior Guidance and Impact of the Tax Cuts and Jobs Act 

The IRS had ruled in years before the effective date of the §164(b)(6) limit on the deduction of 
state and local taxes, in a Chief Counsel Advice, that such contributions were deductible in full 
on Schedule A, with the charitable contribution not reduced by the amount of the state tax 
benefit.  As the preamble to the proposed regulations explains: 

In CCAs issued in 2002 and 2004, IRS Chief Counsel reviewed programs involving the issuance of 
state tax credits in return for the transfer of conservation easements and for payments to certain child 
care organizations. See CCA 200238041 (July 24, 2002); CCA 200435001 (July 28, 2004). In 
these CCAs, IRS Chief Counsel recognized that these programs raised complex questions and 
recommended that the tax credit issue be addressed through official published guidance. 

In 2010, another CCA explained that published guidance on the issue was not contemplated at that 
time, but it offered further advice. See CCA 201105010 (Oct. 27, 2010) (the 2010 CCA). This 
2010 CCA observed that a payment to a state agency or charitable organization in return for a tax 
credit might be characterized as either a charitable contribution deductible under section 170 or a 
payment of state tax possibly deductible under section 164. The 2010 CCA advised that taxpayers 
may take a deduction under section 170 for the full amount of a contribution made in return for a state 
tax credit, without subtracting the value of the credit received in return. The analysis in the 2010 
CCA assumed that after the taxpayer applied the state or local tax credit to reduce the taxpayer’s state 
or local tax liability, the taxpayer would receive a smaller deduction for state and local taxes under 
section 164. The 2010 CCA cautioned, however, that “there may be unusual circumstances in which it 
would be appropriate to recharacterize a payment of cash or property that was, in form, a charitable 
contribution as, in substance, a satisfaction of tax liability.” 

But before discussing those CCAs, the preamble reminds us that these items are not binding 
guidance: 

Although CCAs are released to the public for information purposes, it should be noted that CCAs are 
not official rulings or positions of the IRS, are not ordinarily reviewed by the Treasury Department, 
and are not precedential. 

As may guess, that warning is in the document because the IRS was planning to now issue 
formal guidance that was at odds with the conclusion of the 2010 CCA. 

In the preamble the IRS does note that the passage of TCJA made a fundamental change in the 
tax impact of such credits—but now the situation is very different. 

At the time the 2010 CCA was issued, section 164 generally allowed an itemized deduction—
unlimited in amount—for the payment of state and local taxes. Accordingly, the question of how to 
characterize transfers pursuant to state tax credit programs had little practical consequence from a 
federal income tax perspective because, unless the taxpayer was subject to the alternative minimum tax 
(AMT) under section 55, a deduction was likely to be available under either section 164 or section 
170. Permitting a charitable contribution deduction for a transfer made in exchange for a state or local 
tax credit generally had no effect on federal income tax liability because any increased deduction under 
section 170 would be offset by a decreased deduction under section 164. 

http://www.currentfederaltaxdevelopments.com/


 August 27, 2018 7 

http://www.currentfederaltaxdevelopments.com  

However, as a result of the new limit on the deductibility of state and local taxes under section 
164(b)(6) (as added by the Act), treating a transfer pursuant to a state or local tax credit program as 
a charitable contribution for federal income tax purposes may reduce a taxpayer’s federal income tax 
liability. When a charitable contribution is made in return for a state or local tax credit and the 
taxpayer has pre-credit state and local tax liabilities in excess of the $10,000 limitation in section 
164(b)(6), a charitable contribution deduction under section 170 would no longer be offset by a 
reduction in the taxpayer’s state and local tax deduction under section 164. Thus, as a consequence, 
state and local tax credit programs now give taxpayers a potential means to circumvent the $10,000 
limitation in section 164(b)(6) by substituting an increased charitable contribution deduction for a 
disallowed state and local tax deduction. State legislatures are also now considering or have adopted 
proposals to enact new state and local tax credit programs with the aim of enabling taxpayers to 
characterize their transfers as fully deductible charitable contributions for federal income tax purposes, 
while using the same transfers to satisfy or offset their state or local tax liabilities. 

Due to this change in circumstance, the IRS concludes that the agency needed to review the 
treatment of such programs from scratch and to finally issue formal guidance in this area. 

The IRS notes that although Notice 2018-54 was issued in response to the credit programs 
enacted by New York, New Jersey and Connecticut, the regulations apply to all such programs 
and not merely those enacted following TCJA. 

Although Notice 2018-54 was issued in response to state legislation proposed after the enactment of the 
limitation on state and local tax deductions under section 164(b)(6), the rules in these proposed 
regulations are based on longstanding federal tax law principles, which apply equally to taxpayers 
regardless of whether they are participating in a new state and local tax credit program or a preexisting 
one. Accordingly, the proposed regulations, and the analysis underlying the proposed regulations, are 
intended to apply to transfers pursuant to state and local tax credit programs established under the 
recent state legislation as well as to transfers pursuant to state and local tax credit programs that were 
in existence before the enactment of section 164(b)(6). 

Proposed Regulations on State and Local Tax Credits 

Proposed Reg. §1.170A-1(h)(3) contains the rules that will apply to those making donations that 
give rise to a state or local tax credit.  The regulation provides that unless a 15% exception is 
met: 

…if a taxpayer makes a payment or transfers property to or for the use of an entity listed in section 
170(c), the amount of the taxpayer’s charitable contribution deduction under section 170(a) is reduced 
by the amount of any state or local tax credit that the taxpayer receives or expects to receive in 
consideration for the taxpayer’s payment or transfer.1 

                                                      

1 Proposed Reg. §1.170A-1(h)(3)(i) 
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The IRS does allow for an exception to this rule if the credit is no more than 15% of the 
contribution—then no reduction of the donation is required. No reduction is required: 

…if the amount of the state or local tax credit received or expected to be received by the taxpayer does 
not exceed 15 percent of the taxpayer’s payment, or 15 percent of the fair market value of the property 
transferred by the taxpayer.2 

The fact that the charity the taxpayer donates the money or property to is not the state, so the 
charity does not directly provide the consideration received in exchange for the donation, is not 
relevant.  The contribution must still be reduced by the state or local tax credit.3 

The regulation does not require determining if a taxpayer is able to use the credit—the 
reduction will be the maximum amount available even if the taxpayer is not actually able to use 
the credit: 

(iv) Amount of reduction. For purposes of paragraph (h)(3)(i) of this section, the amount of any state 
or local tax credit is the maximum credit allowable that corresponds to the amount of the taxpayer’s 
payment or transfer to the entity listed in section 170(c).4 

The regulation notes that if a taxpayer merely receives a state or local deduction for an amount 
not in excess of the payment or the fair market value of the property given, no reduction is 
required: 

If a taxpayer makes a payment or transfers property to or for the use of an entity listed in section 
170(c), and the taxpayer receives or expects to receive a state or local tax deduction that does not exceed 
the amount of the taxpayer’s payment or the fair market value of the property transferred by the 
taxpayer to such entity, the taxpayer is not required to reduce its charitable contribution deduction 
under section 170(a) on account of such state or local tax deduction.5 

However, the IRS did move to block the idea of crafting a workaround for these regulations 
that would grant a deduction that was a multiple of the amount given or fair value of the 
property given. 

(B) Excess state or local tax deductions. If the taxpayer receives or expects to receive a state or local tax 
deduction that exceeds the amount of the taxpayer’s payment or the fair market value of the property 
transferred, the taxpayer’s charitable contribution deduction under section 170 is reduced.6 

These proposed regulations will apply to income tax returns of estates and trusts as well as 
individuals.7 

                                                      

2 Proposed Reg. §1.170A-1(h)(3)(vi) 

3 Proposed Reg. §1.170A-1(h)(3)(iii) 

4 Proposed Reg. §1.170A-1(h)(3)(iv) 

5 Proposed Reg. §1.170A-1(h)(3)(ii)(A) 

6 Proposed Reg. §1.170A-1(h)(3)(ii)(B) 

7 Proposed Reg. §1.642(c)-3(g) 
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Effective Date 

These rules are proposed to apply to amounts paid or property transferred after August 27, 
2018. 

Examples of Applying the Provisions of the Proposed Regulations 

Proposed Reg. §1.170A-1(h)(3)(vii) contains the following three examples of applying the 
proposed regulation’s rules: 

EXAMPLE 1, PROPOSED REG. §1.170A-1(H)(3)(VII) 

A, an individual, makes a payment of $1,000 to X, an entity listed in section 170(c). In 
exchange for the payment, A receives or expects to receive a state tax credit of 70% of the 
amount of A’s payment to X. Under paragraph (h)(3)(i) of this section, A’s charitable 
contribution deduction is reduced by $700 (70% x $1,000). This reduction occurs regardless 
of whether A is able to claim the state tax credit in that year. Thus, A’s charitable 
contribution deduction for the $1,000 payment to X may not exceed $300. 

EXAMPLE 2, PROPOSED REG. §1.170A-1(H)(3)(VII) 

B, an individual, transfers a painting to Y, an entity listed in section 170(c). At the time of 
the transfer, the painting has a fair market value of $100,000. In exchange for the painting, 
B receives or expects to receive a state tax credit equal to 10% of the fair market value of the 
painting. Under paragraph (h)(3)(vi) of this section, B is not required to apply the general 
rule of paragraph (h)(3)(i) of this section because the amount of the tax credit received or 
expected to be received by B does not exceed 15% of the fair market value of the property 
transferred to Y. Accordingly, the amount of B’s charitable contribution deduction for the 
transfer of the painting is not reduced under paragraph (h)(3)(i) of this section. 

EXAMPLE 3, PROPOSED REG. §1.170A-1(H)(3)(VII) 

C, an individual, makes a payment of $1,000 to Z, an entity listed in section 170(c). In 
exchange for the payment, under state M law, C is entitled to receive a state tax deduction 
equal to the amount paid by C to Z. Under paragraph (h)(3)(ii)(A) of this section, C is not 
required to reduce its charitable contribution deduction under section 170(a) on account of 
the state tax deduction. 

***** 

Section: 482 
Revised Automatic Change of Accounting Procedure Provided for 
Corporations Revoking S Status and Changing from Overall Cash to 
Overall Accrual Method 

Citation: Revenue Procedure 2018-44, 8/22/18 

Congress anticipated that, due to the reduction of the corporate tax rate found in the Tax Cuts 
and Jobs Act (TCJA), certain S corporations would wish to terminate their election to become a 

http://www.currentfederaltaxdevelopments.com/


10 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

C corporation.  Because of this, Congress added certain special rules that would apply to S 
corporations that revoked their status within two years of the date of enactment of TCJA. 

One of these provisions is found at IRC §481(d) which now reads as follows: 

(d) Adjustments attributable to conversion from S corporation to C corporation 

(1) In general 

In the case of an eligible terminated S corporation, any adjustment required by subsection 
(a)(2) which is attributable to such corporation’s revocation described in paragraph (2)(A)(ii) 
shall be taken into account ratably during the 6-taxable year period beginning with the year 
of change. 

(2) Eligible terminated S corporation 

For purposes of this subsection, the term “eligible terminated S corporation” means any C 
corporation— 

(A) which— 

(i) was an S corporation on the day before the date of the enactment of the 
Tax Cuts and Jobs Act, and 

(ii) during the 2-year period beginning on the date of such enactment 
makes a revocation of its election under section 1362(a), and 

(B) the owners of the stock of which, determined on the date such revocation is 
made, are the same owners (and in identical proportions) as on the date of such 
enactment. 

The IRS issued Revenue Procedure 2018-44 to modify the automatic change provision found in 
Revenue Procedure 2018-31 at Section 15.01 that provides automatic changes for certain 
taxpayers who want to change their method of accounting from the cash method to the overall 
accrual method.  This modification takes into account the extended six-year change period 
provided for in IRC §481(d). 

The Procedure describes the modifications as follows: 

This revenue procedure provides that an eligible terminated S corporation required to change from the 
cash method to an accrual method as a result of a revocation of its S corporation election, and that 
makes this change in method of accounting under section 15.01 of Rev. Proc. 2018-31 for the first 
taxable year that it is a C corporation, must take the resulting positive or negative adjustment required 
by § 481(a)(2) into account ratably during the six-year period beginning with the year of change. See § 
481(d)(1). This revenue procedure also allows an eligible terminated S corporation that is permitted to 
continue to use the cash method after the revocation of its S corporation election and that changes to an 
accrual method under section 15.01 of Rev. Proc. 2018-31 for the first taxable year that it is a C 
corporation, to take the resulting positive or negative adjustment required by § 481(a)(2) into account 
ratably during the six-year period beginning with the year of change. See § 1.446-1(e)(3)(ii).8 

                                                      

8 Revenue Procedure 2018-44, Section 2.09 
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The procedure also notes that it does not cover any other changes in method that may be 
triggered by the change in S corporation status.9 

Specifically, revised Section 15.01(3)(a)(ii)(A) provide the following required spread period for 
those S corporations subject to the special rule that are required to change to the overall accrual 
method of accounting, providing for a mandatory 6-year spread of the adjustment: 

(A) Required spread period. Pursuant to § 481(d)(1), an eligible terminated S corporation required to 
change to an overall accrual method as a result of a revocation of its S corporation election that changes 
its method of accounting under this section 15.01 in the C corporation’s first taxable year after such 
revocation, takes into account the resulting positive or negative adjustment required by § 481(a)(2) 
ratably during the six-year period beginning with the year of change.10 

If the change to the overall accrual method is not required, but the S corporation elects to make 
the change at this time, the corporation is offered an option of either a 4- or 6-year spread for 
the adjustment in revised Section 15.01(30(a)(ii)(B): 

(B) Optional six-year spread period. An eligible terminated S corporation that is permitted to continue 
to use the overall cash method after the revocation of its S corporation election, and that changes to an 
overall accrual method under this section 15.01 in the C corporation’s first taxable year after such 
revocation, may take into account the resulting positive or negative adjustment required by § 481(a)(2) 
ratably during the six-year period beginning with the year of change instead of using the adjustment 
periods provided in section 7.03(1) of Rev. Proc. 2015-13. An eligible terminated S corporation that 
wants to use this six-year spread period must indicate in the statement required by Line 26 of Form 
3115 (Rev. December 2015) that it is making the change in method of accounting with the spread 
period permitted under this section 15.01(3)(a)(ii)(B) on its timely filed Form 3115.11 

Section: 512 
IRS Provides Guidance on Rules Limiting Offset of Income and Loss from 
Distinct Trades or Businesses in Computing UBTI 

Citation: Notice 2018-67, 8/22/18 

In Notice 2018-67 the IRS has provided rules to deal with separate trade or business issues for 
Unrelated Business Income found in IRC §512(a)(6) as added by the Tax Cuts and Jobs Act. 

IRC §512(a)(6) was added by the Tax Cuts and Jobs Acts and reads as follows: 

(6) Special rule for organization with more than 1 unrelated trade or business 

In the case of any organization with more than 1 unrelated trade or business -- 

(A) unrelated business taxable income, including for purposes of determining any net 
operating loss deduction, shall be computed separately with respect to each such trade or 
business and without regard to subsection (b)(12), 

                                                      

9 Revenue Procedure 2018-44, Section 2.09 

10 Revenue Procedure 2018-44, Section 3.01 

11 Revenue Procedure 2018-44, Section 3.01 

http://www.currentfederaltaxdevelopments.com/
https://www.irs.gov/pub/irs-drop/n-18-67.pdf


12 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

(B) the unrelated business taxable income of such organization shall be the sum of the 
unrelated business taxable income so computed with respect to each such trade or business, less 
a specific deduction under subsection (b)(12), and 

(C) for purposes of subparagraph (B), unrelated business taxable income with respect to any 
such trade or business shall not be less than zero. 

No Netting of Income and Loss from Different Trades or Businesses 

As is described in Section 2 of the Notice, the key change under this provision is that no longer 
can exempt organizations net losses from one trade or business against income from another: 

Prior to the enactment of § 512(a)(6), § 1.512(a)-1(a) provided that, with respect to an exempt 
organization that derives gross income from the regular conduct of two or more unrelated trades or 
businesses, UBTI was the aggregate gross income from all such unrelated trades or businesses less the 
aggregate deductions allowed with respect to all such unrelated trades or businesses. However, § 
512(a)(6) changes this calculation for exempt organizations with more than one unrelated trade or 
business. Congress intended “that a deduction from one trade or business for a taxable year may not be 
used to offset income from a different unrelated trade or business for the same taxable year.” H.R. Rep. 
No. 115-466, at 548 (2017). Specifically, § 512(a)(6) provides that, in the case of any exempt 
organization with more than one unrelated trade or business: 

(A) UBTI, including for purposes of determining any net operating loss (NOL) deduction, 
shall be computed separately with respect to each trade or business and without regard to § 
512(b)(12) (allowing a specific deduction of $1,000), 

(B) The UBTI of such organization shall be the sum of the UBTI so computed with respect 
to each trade or business, less a specific deduction under § 512(b)(12), and 

(C) For purposes of § 512(a)(6)(B), UBTI with respect to any such trade or business shall 
not be less than zero. 

Thus, § 512(a)(6) no longer allows aggregation of income and deductions from all unrelated trades or 
businesses. 

One key factor disclosed early in the Notice is that this rule against aggregating income and 
deductions will not apply to NOLS arising before January 1, 2018 that carried over into years 
beginning on or after that date.12 

Identifying Separate Trades or Businesses 

One obvious issue that must be resolved to insure no netting of income and deductions from 
separate trades or businesses of an exempt organization is to define what is a trade or business.  
Section 3 of the Notice deals with this issue.  As the Notice points out, “Congress did not 
provide criteria for determining whether an exempt organization has more than one unrelated 
trade or business or how to identify separate unrelated trades or businesses for purposes of 
calculating UBTI.”13  Thus, the IRS will need to issue regulations in that area. 

                                                      

12 Notice 2018-67, Section 2 

13 Notice 2018-67, Section 3.01 
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Until those regulations are issued, the IRS provides the following “good faith” provisions in the 
Notice: 

Pending issuance of proposed regulations, and pursuant to additional interim guidance provided in 
section 6 of this notice, exempt organizations may rely on a reasonable, good-faith interpretation of §§ 
511 through 514, considering all the facts and circumstances, when determining whether an exempt 
organization has more than one unrelated trade or business for purposes of § 512(a)(6). A reasonable, 
good-faith interpretation includes using the North American Industry Classification System 6-digit 
codes described in section 3.03. 

The Notice specifically refers tax-exempt organizations to guidance related to IRC §513(c) and 
Reg. §1.513-1(b) and the fragmentation principle.  As the Notice continues: 

Prior to the passage of § 512(a)(6), the fragmentation principle was primarily used to separate 
unrelated trades or businesses from exempt activities, but it might also have utility in identifying 
separate trades or businesses for purposes of § 512(a)(6)(A). The fragmentation principle provides that 
an activity does not lose its identity as a trade or business merely because it is carried on within a larger 
aggregate of similar activities or within a larger complex of other endeavors which may, or may not, be 
related to the exempt purposes of an organization.14  

The Notice continues by offering up two examples that illustrate the use of the fragmentation 
principle to treat an activity as a separate trade or business, even though it may be carried on 
within an otherwise exempt function: 

For example, the regular sale of pharmaceutical supplies to the general public by a hospital pharmacy 
does not lose its status as a trade or business merely because the pharmacy also furnishes supplies to the 
hospital and patients of the hospital in accordance with its exempt purposes or in compliance with the 
terms of § 513(a)(2) (stating, in part, that the term “trade or business” does not include any trade or 
business that is carried on by an organization described in § 501(c)(3) or a state college or university 
primarily for the convenience of its members, students, patients, officers, or employees). See § 1.513-
1(b). Similarly, activities of soliciting, selling, and publishing commercial advertising do not lose their 
statuses as trades or businesses even though the advertising is published in an exempt organization 
periodical that contains editorial matter related to the exempt purposes of the organization. Id. 
Additionally, several revenue rulings provide examples of how the fragmentation principle has been 
applied. See, e.g., Rev. Rul. 78-145, 1978-1 C.B. 169 (regarding the sale of blood products by a 
blood bank).15 

The Notice goes on to state that the IRS, having looked the various definitions of the term 
“trade or business” found in IRC §§132, 162, 183, 414 and 469, arrived at the concern that none 
of them were appropriate to be used to determine separate trades or businesses under IRC 
§512(a).  The agency did reject the use of a “facts and circumstances” test suggested in some 
comments the agency has received, finding it to be too administratively burdensome on the 
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exempt organizations and the IRS, as well as very likely to be applied inconsistently across 
multiple organizations.16 

Proposed Use of NAICS 6-Digit Codes 

The IRS does indicate that it is considering using the North American Industry Classification 
System (NAICS) codes and will consider the use of NAICS 6-digit codes to “reasonable, good-
faith interpretation under section 3.02 of this notice” until proposed regulations are issued.17 

The Notice explains: 

The NAICS is an industry classification system for purposes of collecting, analyzing, and publishing 
statistical data related to the United States business economy. See EXECUTIVE OFFICE OF 
THE PRESIDENT, OFFICE OF MANAGEMENT AND BUDGET, NORTH 
AMERICAN INDUSTRY CLASSIFICATION SYSTEM (2017), available at 
https://www.census.gov/eos/www/naics/2017NAICS/2017_NAICS_Manual.pdf. For 
example, under a NAICS 6-digit code, all of an exempt organization’s advertising activities and 
related services (NAICS code 541800) might be considered one unrelated trade or business activity, 
regardless of the source of the advertising income. Use of all 6 digits of the NAICS codes would result 
in more specific categories of trades or businesses whereas use of fewer than 6 digits of the NAICS codes 
would result in broader categories of trades or businesses.18 

Allocation of Shared Expenses 

The IRS notes that the agency already as regulations dealing with allocating shared expenses 
between exempt activities and those generating UBTI that it plans to modify to allow for 
allocating such items between distinct trades or businesses: 

The allocation issues under § 512(a)(1) also are relevant under § 512(a)(6) because an exempt 
organization with more than one unrelated trade or business must not only allocate indirect expenses 
among exempt and taxable activities as described in § 1.512(a)-1(c) and (d) but also among separate 
unrelated trades or businesses. The Treasury Department and the IRS therefore are considering 
modifying the underlying reasonable allocation method in § 1.512(a)-1(c) and providing specific 
standards for allocating expenses relating to dual use facilities and the rules under § 512(a)(6).19 

Considerations from UBIT from §§512(b)(4), (13) and (17) 

In Section 4 of the Notice, the IRS discusses issues arising with certain items that are treated as 
if they were derived from an unrelated trade or business but have no direct connection with any 
particular unrelated trade or business: 

Sections 512(b)(4), (13), and (17) treat unrelated debt financed income, specified payments received 
from controlled entities, and certain insurance income (as defined in § 953) as items of gross income 
derived from an unrelated trade or business and therefore includable in the calculation of UBTI under § 
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17 Notice 2018-67, Section 3.03 

18 Notice 2018-67, Section 3.03 

19 Notice 2018-67, Section 3.04 
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512(a) even though such amounts ordinarily would be excluded from the calculation of UBTI under § 
512(b)(1), (2), (3), or (5). At least one commenter has questioned how income that is included in 
UBTI under § 512(b)(4), (13), and (17) is treated for purposes of § 512(a)(6) because that 
commenter states that amounts included in UBTI under these provisions do not have a nexus to an 
unrelated trade or business. 

… the Treasury Department and the IRS recognize that one interpretation of § 512(a)(6) might 
impose a significant burden on organizations required to include amounts in UBTI under § 512(b)(4), 
(13), or (17). For example, one interpretation of § 512(a)(6) might require treating each debt-financed 
property owned by an exempt organization as a separate trade or business for purposes of § 
512(a)(6)(A), because the debt/basis percentage used to calculate the portion of income that is 
unrelated debt-financed income included in the calculation of UBTI under § 512(b)(4) is specific to 
each property. Similarly, an exempt organization might be required to report income from each 
controlled entity as income from a separate trade or business for purposes of § 512(a)(6)(A). The 
exempt organization would have to track and report each debt-financed property owned directly by an 
exempt organization or income from each controlled entity separately, which imposes a burden both on 
the exempt organization and on the IRS. Accordingly, aggregating income included in UBTI under § 
512(b)(4), (13), or (17) may be appropriate in certain circumstances.20 

The IRS is requesting comments on treatment of income not from a partnership that is included 
in UBTI under these sections. 21 

Partnership Investments and the Trade or Business Rule 

Section 5 discusses potential relief by being able to aggregate, under certain conditions, multiple 
trades or businesses carried by a partnership held by the organization which itself invests in 
other partnerships, proposing to allow aggregation of activities in the nature of an investment in 
such entities as opposed to items more like carrying on a trade or business coming from the 
partnership.  The IRS is asking for comments about the implementation of such a rule in the 
Notice.22 

Interim and Transition Rules for Partnership Investments 

Section 6 provides interim and transition rules for dealing with partnership investments, in 
general requiring the use of a reasonable, good-faith interpretation of IRC §§511 and 514 when 
identifying separate trades or businesses until proposed regulations are issued. 

The IRS provides an interim rule for aggregating partnership interests as part of the Notice. 

(2) Interim Rule for Aggregation of Qualifying Partnership Interests under the De Minimis and 
Control Tests. Pending publication of proposed regulations, an exempt organization may aggregate its 
UBTI from its interest in a single partnership with multiple trades or businesses, including trades or 
businesses conducted by lower-tier partnerships, as long as the directly-held interest in the partnership 
meets the requirements of either the de minimis test (described in section 6.02 of this notice) or the 
control test (described in section 6.03 of this notice) (“qualifying partnership interest”). Additionally, 
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under this interim rule, an exempt organization may aggregate all qualifying partnership interests and 
treat the aggregate group of qualifying partnership interests as comprising a single trade or business for 
purposes of § 512(a)(6)(A). 23 

The IRS is also proposing a transition rule for those where the interim rule is not used. 24 

Neither rule may be used by §501(c)(7) organizations subject to IRC §512(a)(3). 25 

De Minimis Test 

The de minis test is met if an exempt organization hold no more than 2% of the profits interest 
and no more than 2% of the capital interest of a partnership, subject to special rules that may 
require combining related interests.26 

The Notice provides that each 2% test is calculated using the information in Part II, line J of 
Schedule K-1: 

An organization will be considered to have no more than 2 percent of the profits or capital interests in 
the case of a partnership, if the average of the organization’s percentage interest at the beginning and the 
end of the partnership’s taxable year, or, in the case of a partnership interest held for less than a year, 
the percentage interest held at the beginning and end of the period of ownership within the partnership’s 
taxable year, entered in Part II, line J, of Schedule K-1 is no more than 2 percent (without regard to 
the number of days each such percentage is held during the taxable year). … To the extent that a 
specific profits interest is not identified in Part II, Line J, of Schedule K-1, an organization does not 
meet the de minimis test.27 

The Notice goes on to give the following example: 

For example, if an exempt organization acquires an interest in a partnership that files on a calendar 
year basis in May and the partnership reports in Part II, Line J, of Schedule K-1 that the partner held 
a 3 percent profits interest at the date of acquisition but held a 1 percent profits interest at the end of the 
calendar year, the exempt organization will be considered to have held 2 percent of the profits interest in 
that partnership for that year ((3 percent + 1 percent)/2 = 2 percent).28 

The de minimis test is applied after combining certain related interests.  The required 
combinations include interests in the same partnership of: 

• A disqualified person (§4958(f)). 

• A supporting organization (§509(a)(3)), or  

                                                      

23 Notice 2018-67, Section 6.01(2) 

24 Notice 2018-67, Section 6.01(3) 

25 Notice 2018-67, Section 6.01(4), Section 7, Footnote 6 

26 Notice 2018-67, Section 6.02(1) 

27 Notice 2018-67, Section 6.02(2)(a) 

28 Notice 2018-67, Section 6.02(2)(a) 
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• A controlled entity (§512(b)(13)(D))29 

The Notice gives the following example of such a combination: 

For example, if an exempt organization owns 1.5 percent of the profits interests in a partnership and a 
disqualified person with respect to the exempt organization owns an additional 1 percent profits interest 
in that partnership, the exempt organization would not meet the requirements of the de minimis test 
because its aggregate percentage interest exceeds 2 percent. However, the exempt organization may still 
be able to aggregate the income (and directly connected deductions) from that partnership interest with 
other qualifying partnership interests if the partnership interest meets the requirements of the control test 
(described in section 6.03 of this notice). 

Control Test 

A second method via which a partnership may aggregate various partnership trades or 
businesses is via a control test, which is really of a lack of control test.  If a partnership meets 
this test, it can combine all the trades or businesses of the partnership in which it holds an 
interest into a single trade or business. 

To meet the control test (that is, to demonstrate lack of control) two tests must be met.  The 
exempt organization: 

• Directly holds no more than 20 percent of the capital interest; and  

• Does not have control or influence over the partnership.30 

The same combination of interests rule described for the de minimis test applies for the control 
test as well.31 

Again, percentage of capital interest is computed by looking at the K-1 the exempt organization 
receives.  The Notice provides: 

When determining the exempt organization’s percentage interest in a partnership the exempt 
organization may rely on the Schedule K-1 it receives from the partnership. An organization will be 
considered to have no more than 20 percent of the capital interest, if the average of the organization’s 
percentage interest at the beginning and the end of the partnership’s taxable year, or, in the case of a 
partnership interest held for less than a year, the percentage interest held at the beginning and end of the 
period of ownership within the partnership’s taxable year, entered in Part II, line J, of Schedule K-1 is 
no more than 20 percent (without regard to the number of days each such percentage is held during the 
taxable year).32 
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30 Notice 2018-67, Section 6.03(1) 

31 Notice 2018-67, Section 6.03(1) 

32 Notice 2018-67, Section 6.03(2) 
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While the percentage of capital calculation is a mechanical one, the control or influence test is 
far more subjective, taking into consideration all facts and circumstances.  As the Notice 
provides: 

All facts and circumstances are relevant for determining whether an exempt organization has control or 
influence over a partnership. An exempt organization has control or influence if the exempt 
organization may require the partnership to perform, or may prevent the partnership from performing, 
any act that significantly affects the operations of the partnership. An exempt organization also has 
control or influence over a partnership if any of the exempt organization’s officers, directors, trustees, or 
employees have rights to participate in the management of the partnership or conduct the partnership’s 
business at any time, or if the exempt organization has the power to appoint or remove any of the 
partnership’s officers, directors, trustees, or employees. 

Transition Rule 

The IRS provides a special rule for partnership interests acquired before August 21, 2019 to take 
into account that the exempt organizations did not know about these rules prior to August 21, 
2018 (when the Notice was issued) and, even then, an organization that doesn’t have someone 
reading the IRS Notices constantly (shall we say, most of them) likely won’t discover these rules 
until some time after that.   

The transition rule provides: 

…[A]n organization may choose to apply the following transition rule, if applicable, for a partnership 
interest acquired prior to August 21, 2018: an exempt organization may treat each such partnership 
interest as comprising a single trade or business for purposes of § 512(a)(6) whether or not there is more 
than one trade or business directly or indirectly conducted by the partnership or lower-tier partnerships. 
For example, if an organization has a thirty-five percent interest in a partnership prior to August 21, 
2019, it can treat the partnership as being in a single unrelated trade or business even if the 
partnership’s investments generated UBTI from various lower-tier partnerships that were engaged in 
multiple types of trades or businesses.33 

Note that in this case the only test is whether the interest was held on August 20, 2019.34 

Unrelated Debt-Financed Income 

The Notice provides the following information about unrelated debt-financed income under the 
interim rule: 

The income from qualifying partnership interests permitted to be aggregated under the interim rule 
includes any unrelated debt-financed income (within the meaning of § 514) that arises in connection 
with the qualifying partnership interest that meets the requirements of either the de minimis test or the 
control test. See §§ 512(b)(4) and 514.35 
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The Notice provides the following example to illustrate the application of the interim rule in 
such a case: 

For example, assume an exempt organization has an interest in a hedge fund that is treated as a 
partnership for federal income tax purposes, the interest is a qualifying partnership interest that meets 
the requirements of the de minimis test, and the hedge fund regularly trades stock on margin. 
Ordinarily, the dividends from such stock and any income (or loss) from the sale, exchange, or other 
disposition of such stock would be excluded from UBTI under § 512(b)(1) and (5). However, because 
all or a portion of the stock’s purchase is debt-financed, § 512(b)(4) requires that all of or a portion 
(depending on the debt-basis percentage applied) of the dividend income (if any) and any income (or loss) 
from the sale of the stock be included in UBTI. For the purpose of the interim rule, the exempt 
organization may aggregate unrelated debt-financed income generated by the hedge fund with any other 
UBTI generated by any of the hedge fund’s trades or businesses that are unrelated trades or businesses 
with respect to the exempt organization. 

Similarly, any unrelated debt-financed income that arises in connection with a partnership interest that 
meets the requirements of the transition rule may be aggregated with the other UBTI that arises in 
connection with that partnership interest.36 

Application to Social Clubs, VEBAs and SUBs 

The Notice points out that special UBTI definitions apply to social clubs, VEBAs and SUBs: 

…[S]ocial clubs, VEBAs, and SUBs are taxed under § 511 on their non-exempt function income, 
which generally includes investment income and income derived from an unrelated trade or business.37 

But the Notice points out that the other, more standard, UBTI rules also apply to such groups.  
Therefore: 

…even though § 512(a)(3) uses terminology different from § 512(a)(1), § 512(a)(6) applies to an 
organization subject to § 512(a)(3) if such organization has more than one unrelated trade or business. 
For example, a social club that receives non-member income from multiple sources, such as from a 
dining facility and from a retail store, would have more than one unrelated trade or business and 
therefore be subject to the requirements of § 512(a)(6).38 

While the IRS provides that they expect the rules for identifying separate trades or businesses 
will apply equally under IRC §512(a)(1) and (3), the IRS does ask for comments: 

Nonetheless, because social clubs, VEBAs, and SUBs are taxed differently than other exempt 
organizations under § 511, the Treasury Department and the IRS request comments regarding any 
additional considerations that should be given to how § 512(a)(6) applies within the context of § 
512(a)(3). In particular, the Treasury Department and the IRS request comments regarding how these 
exempt organizations’ investment income should be treated for purposes of § 512(a)(6).39 
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As was noted earlier, the aggregation rules under the interim test do not apply to §501(c)(7) 
social clubs.40 

Calculation of Total UBTI 

The Notice reminds organizations that, under IRC §512(a)(6)(C), total UBTI includes the 
positive UBTI arising from each distinct trade or business.  That amount used in combing total 
UBTI from any particular trade or business cannot be less than zero following the changes 
made by the Tax Cuts and Jobs Act.41 

The Notice also deals with the fringe benefit rule found at IRC §512(a)(7), derisively referred to 
by many in the exempt organization arenas the “parking lot tax” that was added to the law by 
TCJA.  The parking lot tax sets up a new source of UBTI beginning in 2018: 

Section 512(a)(7) increases UBTI by any amount for which a deduction is not allowable under this 
chapter by reason of § 274 and which is paid or incurred by such exempt organization for any qualified 
transportation fringe (as defined in § 132(f)), any parking facility used in connection with qualified 
parking (as defined in § 132(f)(5)(C)), or any on-premises athletic facility (as defined in § 
132(j)(4)(B)).42 

This new category of UBTI does not include any such benefit provided by the charity that is 
directly incurred with an unrelated trade or business regularly carried on by the organization—in 
that case, there will simply be deduction allowed under IRC §274 in computing UBTI for that 
amount, just as is true for for-profit businesses. 

The IRS has determined this special category of UBTI is not a separate trade or business of the 
exempt organization and thus holds: 

Unlike other paragraphs of § 512, § 512(a)(7) does not treat amounts included in UBTI as a result 
of that section as an item of gross income derived from an unrelated trade or business (see section 4 of 
this notice). Furthermore, the Treasury Department and the IRS do not believe that the provision of the 
fringe benefits described in § 512(a)(7) is an unrelated trade or business. Accordingly, any amount 
included in UBTI under § 512(a)(7) is not subject to § 512(a)(6).43 

Net Operating Losses 

As the Notice points out, the rules for NOLs from unrelated trades or businesses is impacted by 
the provisions of IRC §512(a)(6). 

In particular, § 512(a)(6)(A) requires such an organization to calculate UBTI, including for purposes 
of determining any NOL deduction, separately with respect to each trade or business for taxable years 
beginning after December 31, 2017 (post-2017 NOLs). The Congressional intent behind this change 
is to allow an NOL deduction “only with respect to a trade or business from which the loss arose.” 
H.R. Rep. No. 115-466, at 547-48. In the first taxable year beginning after December 31, 2017, 
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no exempt organization with more than one unrelated trade or business will have an NOL deduction 
to take against the UBTI of a particular trade or business calculated under § 512(a)(6)(A).44 

The Notice points out that a special transition rule applies to any NOLs that the organization 
may have entering 2018: 

… [I]n order to preserve NOLs from tax years prior to the effective date of the Act, Congress created a 
special transition rule to permit the carryover of any NOL arising in a taxable year beginning before 
January 1, 2018 (pre-2018 NOLs). In particular, section 13702(b)(2) of the Act provides that § 
512(a)(6)(A) does not apply to pre-2018 NOLs; rather, pre-2018 NOLs are taken against total 
UBTI calculated under § 512(a)(6)(B). Accordingly, even though an exempt organization with more 
than one unrelated trade or business will not have any NOL deductions when calculating UBTI with 
respect to a separate trade or business under § 512(a)(6)(A) for the first taxable year beginning after 
December 31, 2017, such an organization may be able to take an NOL deduction against total 
UBTI calculated for such year under § 512(a)(6)(B) if the organization has pre-2018 NOLs.45 

As a consequence, beginning in 2019 an exempt organization may have both pre-2018 NOLs 
(not subject to the special rules) and post-2017 NOLs (that are subject to these rules).  The 
Notice describes the impact of this as follows: 

In the second taxable year beginning after December 31, 2017, an exempt organization with more 
than one unrelated trade or business may have both pre-2018 NOLs and post-2017 NOLs. Section 
512(a)(6) may have changed the order in which an organization would ordinarily take losses because § 
512(a)(6)(A) requires an organization with more than one unrelated trade or business to calculate 
UBTI separately (including for purposes of determining any NOL deduction) with respect to each such 
trade or business before calculating total UBTI under § 512(a)(6)(B). If § 512(a)(6) is read as an 
ordering rule for purposes of calculating and taking the NOL deduction, post-2017 NOLs will be 
calculated and taken before pre-2018 NOLs because the UBTI with respect to each separate trade or 
business is calculated under § 512(a)(6)(A) before calculating total UBTI under § 512(a)(6)(B).46 

The situation is further complicated by the fact that Congress made changes in general to how 
net operating losses are dealt with that also need to be factored into the situation.  The IRS 
specifically asks for comments on how to deal with the interaction of IRC §512(a)(6) and the 
changes made to the general NOL rules at IRC §172. 

Furthermore, section 13302 of the Act made extensive changes to § 172, including limiting post-2017 
NOLs to the lesser of (1) the aggregate NOL carryovers to such year, plus the NOL carrybacks to 
such year, or (2) 80 percent of taxable income computed without regard to the deduction generally 
allowable under § 172. The limitation in § 172(a) applies only to post-2017 NOLs, but a question 
exists regarding how the § 172(a) 80 percent income limitation applies when both pre-2018 and post-
2017 NOLs exist. The Treasury Department and the IRS intend to issue guidance regarding how § 
172 generally applies. However, because § 512(a)(6) provides a more specific rule than the one found 
in § 172 regarding how the NOL deduction is calculated and taken in the context of calculating 
UBTI, the Treasury Department and the IRS are requesting comments regarding how the NOL 
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deduction should be taken under § 512(a)(6) by exempt organizations with more than one unrelated 
trade or business and, in particular, by such organizations with both pre-2018 and post-2017 NOLs. 
The Treasury Department and the IRS also request comments on the ordering of pre-2018 and post-
2017 NOLs and the potential treatment of pre-2018 NOLs that may expire in a given tax year if 
not taken before post-2017 NOLs. 

Global Intangible Low-Taxed Income (GILTI) and UBTI 

The IRS also deals with the issue how the new GILTI regime interacts with UBTI.  The IRS 
concludes that GILTI should be treated similarly to an inclusion of subpart F income for UBTI 
purposes. 

GILTI is not an inclusion of subpart F income under § 951(a)(1)(A), but instead is a separate 
inclusion under § 951A(a). Nonetheless, an inclusion of GILTI is generally treated in a manner 
similar to an inclusion of subpart F income for other purposes of the Code. See H.R. Rep. No. 115-
446, at 641 (stating that, “[u]nder the provision, a U.S. shareholder of any [controlled foreign 
corporation] must include in gross income for a taxable year its [GILTI] in a manner generally similar 
to inclusions of subpart F income”). The Treasury Department and the IRS have determined that an 
inclusion of GILTI under § 951A(a) should be treated in the same manner as an inclusion of subpart 
F income under § 951(a)(1)(A) for purposes of § 512(b)(1) and (4). Accordingly, an inclusion of 
GILTI will be treated as a dividend which is generally excluded from UBTI under § 512(b)(1). 

Commenters have also questioned whether § 512(b)(17) will apply to treat as UBTI an inclusion of 
GILTI to the extent attributable to insurance income (as defined in § 953) that does not constitute 
subpart F income. The Treasury Department and the IRS note that Congress made no changes to § 
512(b) when enacting § 951A, and has not otherwise specifically required the inclusion of such 
insurance income in UBTI. Accordingly, unless provided otherwise in proposed regulations, the 
Treasury Department and the IRS will not treat GILTI included in gross income under § 951A(a) 
that is attributable to insurance income as includible in the UBTI of a tax-exempt organization.47 

Reliance on Notice 2018-67 

The IRS provides that, generally, organizations may rely on this Notice until proposed 
regulations are issued. 

Specifically, the IRS provides: 

For taxable years beginning after December 31, 2017, organizations described in § 511(a)(2) and 
trusts described in § 511(b)(2), collectively called “exempt organizations” throughout this notice, may 
rely on methods of aggregating or identifying separate trades or businesses under § 512(a)(6) provided 
in this notice until proposed regulations are published. All such organizations may rely on a reasonable, 
good-faith interpretation of §§ 511 through 514 taking into account all the facts and circumstances 
when determining whether an exempt organization has more than one unrelated trade or business for 
purposes of § 512(a)(6). For an exempt organization this also includes using a reasonable, good-faith 
interpretation when determining: 

• Whether to separate debt-financed income described in §§ 512(b)(4) and 514; 
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• Whether to separate income from a controlled entity described in § 512(b)(13); and 

• Whether to separate insurance income earned through a controlled foreign corporation as 
described in § 512(b)(17). 

The use of NAICS 6-digit codes will be considered a reasonable, good-faith interpretation until 
regulations are proposed. 

For taxable years beginning after December 31, 2017, exempt organizations, other than organizations 
described in § 501(c)(7) (social clubs), may also rely on the rules provided for aggregating income from 
partnerships in section 6 of this notice until proposed regulations are published. These aggregation rules 
include any unrelated debt-financed income that is earned through a partnership that meets the 
requirements of the rules described in section 6 of this notice. The rules described in section 6 of this 
notice include: 

• The interim rule that permits the aggregation of qualifying partnership interests that meet 
either the de minimis test or control test into a single trade or business; and 

• The transition rule, which allows for aggregating income within each direct partnership 
interest acquired before August 21, 2018. 

Finally, exempt organizations may rely on sections 8.02 and 10 of this notice. These sections provide 
that: 

• Income under § 512(a)(7) is not income from a trade or business for purposes of § 
512(a)(6); and 

• For purposes of calculating UBTI, an inclusion of GILTI under § 951A(a) is treated as 
a dividend and follows the treatment of dividends under § 512(b)(1) and (b)(4). 
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